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The negligence system, whose dominant substantive and remedial features have been described in the previous sections of this chapter, has had a bad press for many years. ~ The principal criticism is that it is an expensive and inadequate com​pensation system. Attention naturally focuses on automobile accident cases, the most frequent type of negligence case. Studies show that administrative costs, mainly legal expenses, are a high fraction of the total amounts paid to victims in settlements and judgments and that many people injured in automobile accidents receive little or no compensation msometimes because the victim himself was neg​ligent, sometimes because the defendant was uninsured and insolvent or was a hit-and-run driver and unknown.

If compensation is the only purpose of the negligence system, it is indeed a poor system, being both costly and incomplete. Its economic function, however, is not compensation but the deterrence of inefficient accidents. If the system yields sub​stantial savings in accident costs, its heavy administrative costs, which relate pri​marily to the determination of liability--the determination whether the accident was uneconomical--may be justified. As for coverage, the deficiencies of the system could be remedied by wider purchase of accident insurance.

The deterrent impact of automobile damage awards is impaired by liability in​surance, although the implications of this point for legal policy are less clear than one might have thought. Automobile liability insurance is now almost universal, although this is partly because states require drivers to buy liability insurance or present equivalent evidence of financial responsibility for accidents. (Requiring proof of financial responsibility is efficient; requiring liability insurance is not. Do you understand why?) But even without compulsion, liability insurance would be common. The prevalence of risk aversion is a necessary but, surprisingly, not a sufficient condition for this phenomenon. Theoretically, there is a cheaper way to avoid the risk of being held liable for an automobile injury: Don't be negligent (why is this cheaper even if the insurance involves no administrative expense?). But because courts make mistakes and because negligence contains as we saw a strict liability component, there is a risk of being adjudged negligent and hence a de​mand for insurance against liability for negligence.

With insurance, the cost of an accident to the negligent injurer is no longer the victim's loss; it is the present value of any premium increase that the injurer may experience as a result of being found negligent. As a result of information costs, regulatory hostility toward "discriminatory" premium rate structures, and govern​mentally mandated assigned-risk pools that allow even the most dangerous drivers to buy liability insurance at rates only slightly higher than normal, liability insurance premiums are not tailored with precision to the expected accident costs of partic​ular drivers. Although the premiums are not uniform, the differences frequently reflect criteria, such as accident involvement (whether or not the insured was neg​ligent) or what age group the insured belongs to, that are only loosely related to negligence. The variance in expected accident costs within the classes is high, so

§6.14 1. For a forceful though dated attack, primarily economic, on the negligence system, see Guido Calabresi, The Costs of Accidents: A Legal and Economic Analysis (1970), especially pts. 4-5.
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that the method of calculating liability insurance rates overdeters some drivers and underdeters others.

If the liability insurance market were not regulated, insurance companies might charge different premiums to their customers keyed more closely to differences in the probability that a customer would, through his negligence, injure someone in an accident. 2 The relation of the insurer to the insured would be similar to that of an employer to an employee under the rule of respondeat superior -- a rule gen​erally thought acceptable for controlling negligence by employees. The insurance company would have less control over the care of its insureds than an employer has over the care of his employees, so there would be more accidents than in a system where liability insurance was forbidden. But if victims are fully compensated, lia​bility insurance is efficient even though there are more accidents. The insurer and the insured are better off, and no one else is worse off. The additional premium necessary to pay for the additional accident costs will generate an equal or greater utility in the form of reduced risk to risk-averse drivers (why?). Thus, while liability insurance does blunt the deterrent thrust of tort law somewhat, 3 this need not make it an inefficient system of accident control.

A related criticism of negligence is that it is unrealistic to expect people who are not deterred from careless conduct by fear of bodily injury to be deterred by fear of a money judgment, or, in the case where the negligence of the victim is a bar to recovery, by inability to obtain compensation for the injury from the injurer. Several observations on this point are in order.

1. The argument is inapplicable to injurers not themselves in personal jeopardy, 4 to employers of injurers (such as a trucking or taxi company), and to accidents where the only significant danger is to property.

2. It ignores the accident-prevention effect of liability insurance premium rates that are so high, reflecting the expected liability of the insured, that they discourage some people from becoming drivers. For example, the high premiums charged young male drivers delay their beginning to drive. 5

3. It implies that tort compensation is never full compensation, which if true would reinforce our earlier point that the tendency of tort damages, although so often criticized as excessive, is in fact to undercompensate the victims of serious accidents. If damages compensated the victim fully, he would be indifferent between being injured or not being injured. Notice that if victims are undercompensated

2. Or might not, depending on the cost of making the finer differentiation. Cf. Frank A. Sloan, Experience Rating: Does It Make Sense for Medical Malpractice Insurance?, 80 Am. Econ. Rev. Papers & Proceedings 128 (May 1990). The more accidents are concentrated among a small fraction ofinsureds, the more feasible "experience rating" (the general term for trying to subdivide the insurance pool according to estimates of the likelihood of a liability-causing injury) is. Can you see why?

3. Though it need not, if insurance companies are efficient monitors of their insureds' safetybehavior. For an interesting early discussion of this point, see Fleming James, Jr., Accident Liability Reconsidered: The Impact of Liability Insurance, 57 Yale LJ. 549, 559-562 (1948).

4. So one is not surprised that liability for medical malpractice apparently increases the quality of health care. Henry S. Farber & Michelle J. White, Medical Malpractice: An Empirical Examination of the Litigation Process, 22 RANDJ. Econ. 199 (1991). Perhaps too much! Since most medical care is paid for by insurance rather than by the patient directly, physicians may engage in more precautionary ("de​fensive'') medicine than is optimal, to protect themselves against potential malpractice liability, since the patient will probably not bear the cost. However, medical insurers have become more vigilant in recent years about insisting on advance approval for costly procedures.

5. For evidence of the deterrent effect of liability insurance premiums, see Richard W. Grayston, Deterrence in Automobile Liability Insurance--The Empirical Evidence, 40 Ins. CounselJ. 117 (1973), and the comprehensive review of empirical literature in Christopher J. Bruce, The Deterrent Effect of Automobile Insurance and Tort Law: A Survey of the Empirical Literature, 6 Law & Policy 67 (1984).
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by tort damages, liability insurance can create an externality, contrary to the earlier analysis.

4. The experiment with no-fault automobile accident compensation has yielded empirical evidence, discussed below, that tort liability does deter.

5. Although this is not a point about automobile accidents, it shouldn't be for​gotten that negligence has a much broader domain. Few commentators think that medical malpractice or products liability has no effect on the behavior of doctors and manufacturers respectively. ~

In sum, "tort law provides something significant by way of deterrence." 7 Nev​ertheless, criticisms of the negligence system as it operates in automobile cases have led to the passage in some states of no-fault automobile accident compensation laws. A surprising feature of these laws from an economic standpoint is that they are not concerned with creating better incentives for accident avoidance, but in​stead seek to increase the coverage of the system and to reduce the cost of insur​ance. These goals are inconsistent with each other as well as with the goal of reducing the number of accidents.

The Keeton-O'Connell plan,8 the model for these statutes, illustrates the di​lemma. Under the plan, every motorist is required to carry basic protection that entitles him in the event of an accident to recover his medical expenses plus lost earnings, regardless of the injurer's negligence or his own freedom from negli​gence. Pain and suffering are not compensated, and any collateral benefits are deducted. The victim may waive basic protection and sue in tort in the usual way if he sustains more than $10,000 in damages other than for pain and suffering. Basic protection is first party (accident) rather than third party (liability) insurance. The motorist pays premiums to and collects damages from his own insurer. The injurer and his insurance company are liable only if the victim waives basic protection and sues in tort.

Why exclude damages for pain and suffering and require deduction of collateral benefits? Apparently not because the authors do not consider pain and suffering to be real losses, or consider collateral benefits to be pure windfalls, for they do not exclude these items in serious accidents. But they needed some way of reducing the average damages award in order to prevent the plan from increasing the cost of insurance. Because the plan compensates victims of faultless drivers and victims themselves at fault, its coverage is broader than that of the tort system. Hence if the average claim were no smaller under the plan than under the existing tort system, the total amount paid out in claims, and therefore insurance premium costs, would probably be greater (even assuming lower administrative costs) than under the present system. The savings from the deduction of collateral benefits might prove transitory; people might reduce their existing accident insurance to offset the accident insurance that they are forced to buy under basic protection. The strategy of the plan, however, is clear: to increase the number of accident victims who are compensated but to reduce the average compensation.

6. See note 4 supra and W. Kip Viscusi, The Performance of Liability Insurance in States With Different Products-Liability Statutes, 19J. Leg. Stud. 809 (1990).

7. Gary T. Schwartz, Reality in the Economic Analysis of Tort Law: Does Tort Law Really Deter? 42 UCLA L. Rev. 377, 443 (1994). See also, with specific reference to traffic fatalities, Frank A. Sloan, Bridget A. Reilly & Christoph M. Schenzler, Tort Liability Versus Other Approaches for Deterring Careless Driv​ing, 14 Intl. Rev. Law & Econ. 53 (1994).

8. Robert E. Keeton & Jeffrey O'Connell, Basic Protection for the Traffic Victim: A Blueprint for Reforming Automobile Insurance (1965).
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Proponents of no fault argue that deterrence is the province of the criminal law.

Since it is unlawful to insure against criminal penalties, the effect of liability insur-,.-

ance in sapping the deterrent efficacy of negligence liability is eliminated. But a greater emphasis on criminal punishment of negligent participants in automobile accidents would not only increase the costs of the criminal justice system, but also undermine the compensatory purpose of no-fault plans. If the negligent victim of an accident is fined, his net compensation is reduced by the amount of the fine, and as a result is no longer equal to his injuries. In addition, the burden and hence costs of proving negligent conduct would be higher in a proceeding to impose a noninsurable penalty, since the court would naturally be sensitive to the quandary of the mistakenly accused defendant unable to protect himself by insurance against the consequences of an erroneous punishment.

One study has found that states whose no-fault statutes place severe restrictions on tort liability can expect 10-15 percent more automobile accident deaths. 9 This result may seem weird, since no-fault statutes leave tort liability intact in death cases. Bear in mind, however, the probabilistic character of care: If no fault induces more careless driving, there will be more accidents, and some fraction will be fatal.
9. Elisabeth M. Landes, Insurance, Liability, and Accidents: A Theoretical and Empirical Investigation of the Effect of No-Fault on Accidents, 25J. Law & Econ. 49 (1982). Subsequent research has confirmed that no-fault laws increase the automobile accident death rate. SeeJ. David Cummins, Richard D. Phillips & Mary A. Weiss, The Incentive Effects of No-Fault Automobile Insurance, 44J. Law & Econ. 427 (2001).

